Understanding the factors that are important in determining poverty and inequality is one of the steps in the fight to eradicate poverty in the world. This is particularly so for African countries because when compared to other regions, Africa has the largest concentration of people living below the poverty line. This article examines the effect of financial development as measured by private credit and broad money (M2) on poverty and inequality in African countries. The empirical results indicate that financial development has not had a significant effect on poverty and inequality in African countries. Macroeconomic variables such as low inflation and trade openness were found to be statistically significant, implying that they can help reduce the level of poverty and inequality. Our results confirm the deficiencies in African financial systems and highlight the fact that more efforts need to be done to improve access of poor households and SMEs to financial services.
The Effect of Financial Development on Poverty and
Inequality in African Countries
Introduction
Research into the role that the financial sector plays in promoting economic growth has proliferated in the past quarter of a century 1 . The conclusions from most of these studies are that financial development enhances economic growth and consequently, policies that lead to a deepening of the financial sector have been advocated. Financial systems perform a number of functions through which they foster faster economic growth. Levine (2005) identifies five of such ways in which the financial sector enhances growth: (i) the mobilization and pooling of savings; (ii) helping to trade, hedge, and pool risk; (iii) monitoring firms and exerting corporate governance; (iv) producing information and allocating capital; and (v) easing the exchange of goods and services. Through these functions, the financial systems are able to attract deposits and ensure a better and more efficient allocation of resources which lead to growth of the economy.
Despite the numerous empirical investigations into the impact of financial development on growth, there is still a dearth of empirical research into how a more developed financial sector contributes to the reduction of poverty and inequality. There seems to be an implicit assumption in existing research that if financial development improves growth, then this automatically translates into a reduction in poverty and inequality.
However, this is not necessarily true, for example, income distribution could be worsened and result in a disproportionate percentage of the gains from growth being transferred to the non-poor 2 . Also, as has been well documented, financial liberalizations have been identified as causes of financial crisis and an unstable macroeconomic environment (Kaminsky and Reinhart, 1999) , and these have been identified as detrimental to the poor (Easterly and Fischer, 2001) . World Bank (2001b) identifies three crucial areas for accessing the impact of finance on economic performance which are: its contribution to economic growth; its contribution to poverty reduction; and its ability to lead to 1 Levine (2005) provides a comprehensive survey of both theoretical and empirical studies of the finance-growth nexus. 2 Notwithstanding this fact, the bulk of existing empirical studies find that economic growth is pro-poor (Dollar and Kraay, 2002; Kraay, 2004; Besley and Burgess, 2003) . World Bank (2001b:36) concludes that the empirical evidence is against a trade-off between faster economic growth and a worsening of income distribution.
economic stability. Besley and Burgess (2003) also posit that economic growth is not a sufficient condition for achieving the Millennium Development Goal (MDG) of halving global poverty, and that poverty can still be reduced in the absence of faster growth. They therefore advocate the development of other policy and institutional changes (financial development included) that can directly reduce poverty. In light of these therefore, it is important to examine separately the effects of financial development on reducing poverty and inequality.
The empirical literature on the effects of financial development on poverty and inequality is quite small when compared with that on financial development and economic growth.
Some of the few studies we are aware of include Honohan (2004) , Jeanneney and Kpodar (2005) , Beck, Demirguc-Kunt and Levine (2007) , Jalilian and Kirkpatrick (2005) , Clarke, Xu and Zou (2003) , and Quartey (2005) . The main conclusions from these studies are that the deepening of the financial sector leads to a reduction in poverty and inequality.
Of all these studies, however, only one (Quartey, 2005) examines an African country. It is typical for researchers to lump developing and developed countries together. A study that examines how financial development has affected poverty for a broad group of countries in Africa would be particularly insightful.
One of the justifications for this is the high level of disparity in terms of the ratio of population living below the $1-a-day line between Sub-Saharan African (SSA) countries and other regions of the world (Besley and Burgess, 2003) . In addition to this, Ram (1999) , Andersen and Tarp (2003) , and Jalilian and Kirkpatrick (2005) criticized the assumption of structural homogeneity made by cross-country studies and assert that running regressions using data for countries with different levels of development, that are also from different regions could lead to misleading results. Ram (1999) tests the validity of such assumptions by re-estimating the King and Levine (1993) equations and splitting the samples into low-growth, mid-growth and high-growth samples, while also running regressions for the full sample. Their results for the full sample and high-growth sample show a positive and significant coefficient for financial development but it is negative and insignificant for the low-and mid-growth samples. Andersen and Tarp (2003) also re-estimate the Levine, Loayza and Beck (2000) equations by splitting the sample according to regions 3 . The results agree with Ram (1999) because for the full sample, financial development is positive and significant but its coefficient loses significance and eventually becomes negative as successive regions are excluded.
What we have done in this paper is to conduct an econometric analysis of the effect of financial sector development on poverty and inequality in Africa. This is the first study we are aware of that has used data for a group of African countries to examine the relationship between financial development, poverty and inequality.
The rest of this paper is organized as follows: the next section provides an overview of the channels through which a developed financial sector is expected to affect poverty and inequality. Section 3 gives a brief background of financial development in SSA countries.
The model is presented in section 4 and section 5 presents the estimation method and data description. The results of our empirical tests are presented in section 6. The final section provides the conclusion and policy implications.
The Links between Financial Development, Poverty and Inequality
The discussion in this section provides a review of the positive and negative links between financial development, poverty and inequality. The positive relationship between financial development, poverty and inequality could either be direct or indirect.
The direct link refers to how the benefits of financial sector development are transferred to reducing poverty and income inequality while the indirect link shows how financial deepening exerts a positive effect on economic growth, and how the gains from growth are channelled to the reduction of poverty and inequality. The discussion in this section proceeds as follows: we first provide an overview of the direct links between financial development and poverty; thereafter we review the indirect links; and the final paragraph presents how financial development can negatively affect poverty and inequality.
There are a number of ways through which finance can directly affect poverty and inequality. First, the development of the financial sector can ease the credit constraints hitherto faced by poor households and which limited their abilities to undertake productive investment. Increased access to credit has the implication that poor households can now spend more on consumption and improve their welfare. Also, since they do not need to rely on self-finance they can raise capital from financial intermediaries to engage in productive activities. On the down-side however, finance can have a debilitating impact on the poor if access to credit is limited to wealthy households thereby resulting in their incomes rising while those of the poor fall. In such a case, income inequality will increase. A related argument involves the work of Greenwood and Jovanovic (1990) who show that the relationship between income inequality and financial development takes an inverted-U-shaped curve. According to them, in the early stages of development, the poor will not be able to afford the initial set-up costs associated with accessing financial intermediaries and thus the benefits of enhanced financial intermediation will be felt only by the rich. This would result in a widening of income inequality and it is only over time that the poor will be able to afford such costs and access intermediaries. A similar scenario would happen if lending rates are high as this would restrict the numbers of the poor obtaining credit. For the few poor people that take out credit at high rates, there is the danger of moral hazard and adverse selection problems which would increase financial fragility.
In addition to this, the broadening of the financial sector and subsequent entrance of new players enhances competition between financial intermediaries (Beck, Demirguc-Kunt and Levine, 2007) . The banking systems in many developing countries are oligopolistic where a few banks virtually control all assets and face little or no competition. The increased competition in the financial sector as a result of financial development leads to a provision of better services and financial products which will improve the quality of lives of poor households.
Furthermore, because financial intermediaries help to pool and limit risk, the problems of asymmetric information peculiar to financial markets are reduced and this results in a more stable macroeconomic environment which is beneficial to the poor. The special skills that financial intermediaries have of collecting information and monitoring borrowers will ensure that small-scale businesses who obtain loans are advised on best accounting practices and realistic business plans 4 . A developed financial system would also lead to better loan recovery rates because of an advanced supervisory and monitoring capacity.
Another channel through which financial development can directly affect poverty and inequality relates to the abilities of bigger and more powerful financial intermediaries to bear the high costs of small credits (Rajan and Zingales, 2001 ). Chigumira and Masiyandima (2003) note that lending to the poor is more costly than to the rich and consequently, the marginal cost of lending to the poor is higher than that of lending to the rich (p.28). The financial intermediaries could bear such costs with the long-run in view assuming small and medium scale enterprises will graduate into large scale businesses in the future.
The indirect link between financial development, poverty and inequality reduction is through the effect of finance on economic growth. The expected positive effects of a developed financial sector on economic growth have long been outlined (Schumpeter, 1912; McKinnon, 1973; Shaw, 1973; Galbis, 1977; World Bank, 1989; Pagano, 1993; Levine, 2005) . One of the ways in which financial development enhances growth is through the mobilization of funds from inefficient to efficient uses. Financial intermediaries that increase and operate under better conditions are able to channel funds efficiently from savers to investors in a cheap and efficient way. In addition, well functioning financial intermediaries are able to attract more savings thereby increasing the possibility of channelling more funds for investment. A developed financial sector also facilitates trading, hedging, pooling and the diversification of risk, which allows the establishment of large projects that may have been impossible in its absence. The traditional role of financial institutions of liquidity creation by borrowing from savers on a short-term basis and lending to investors on a long-term basis provides another channel through which they foster economic growth. By bringing savers and investors together, financial intermediaries are able to reduce transactions and information costs. Such a positive relationship between economic growth and financial development is supported by a lot of empirical studies (King and Levine, 1993; De Gregorio and Guidotti, 1995; Levine, Loayza and Beck, 2000; Beck, Levine, and Loayza, 2000) . These studies report a positive and significant coefficient for various indicators of financial development 5 .
An indirect link between financial development and poverty can be assumed if financial development improves economic growth, and consequently, economic growth reduces poverty. Economic growth has been identified as a powerful force for poverty and inequality reduction and it has been observed that richer countries experience a fall in poverty (World Bank, 2001a) . Economic growth can reduce poverty either directly or indirectly (Arestis and Caner, 2004) . Growth can impact directly on the poor by increasing the factors of production that they own and improving conditions in the sectors and regions where they live. There will be a reduction in inequality because the indirect benefits help in redistributing the higher incomes from growth and come from increased government revenues which are used for transfer payments and improving the resources of the poor. The empirical studies show that growth is beneficial to the poor (Dollar and Kraay, 2002; Besley and Burgess, 2003; Kraay, 2004) .
Despite the benefits to be gained from a developed financial system, there are a number of criticisms of financial development as an instrument for poverty and inequality reduction. One of such criticisms centres on the fact that financial development is synonymous with developing and attracting savings into formal financial institutions to the detriment of informal financial markets. But such measures could have adverse consequences for the poor due to the fact that informal markets are better placed to serve the needs of the poor (Chigumira and Masiyandima, 2003) and they traditionally finance all investment projects (Lensink, 1996) . If financial reforms lead to a disproportionate development of formal financial markets, this could cause a substantial decline in credit available to the poor. Another point to note is that lending interest rates have been observed to increase when financial reforms are implemented. Increasing cost of funds discourages the poor from borrowing and crowds them out of the market for loanable 5 However, there is an increasing number of empirical studies that find that finance does not exert such a strong and positive effect on economic growth (Rousseau and Wachtel, 2005; Ram, 1999; Andersen and Tarp, 2003; Favara, 2003) . Other studies show that the development of the financial sector through financial liberalisation leads to financial fragility and banking crises (Demirguc-Kunt and Detragiache, 1999; Kaminsky and Reinhart, 1999) ; while still some studies claim that such crises only last in the short-run and financial development is growth-enhancing in the long-run (Kaminsky and Schmukler, 2002; Tornell and Westermann, 2004) .
funds. Formal financial intermediaries are also known for demanding stringent lending criteria such as collateral and information on past business records. Most poor households cannot fulfill such criteria and are consequently discriminated against and refused credit by banks. Furthermore, even in cases where financial intermediaries relax their lending criteria and are prepared to lend to the poor, in most cases the poor do not have enough information pertaining to the availability of loans and how to access them, thereby limiting the ability of financial development in reducing poverty and inequality.
The African Story 6
Sub-Saharan African countries like many countries of the world have gone through series of policies geared towards higher sustainable economic growth and improved welfare for its citizenry. However, some of these policies took them far away from these goals. The history of financial development in these countries captures aptly these failed policy thrusts.
Following the end of the colonial era in the 1960s, the financial sectors in these countries were heavily regulated. This became necessary given that the formal financial sectors were inefficient in providing credit to all sectors and areas of the country. In particular, the few banks at that period were mainly located in the urban areas and other sectors that were deemed unpromising were largely not extended credits by the banks. This led to a high level of disparity in the growth of the sectors and also widened the disparity in the rural-urban areas. Government regulation and nationalization of the financial industry including direct government intervention in credit allocation by the financial sectors were some of the tools used to alleviate these problems. However, these policies led to financial repression and curtailed the growth of the sector (Gelbard and Leite, 1999) . collectors (Soyibo, 1995 and Soyibo, 1996) . These institutions primarily extend credit to individuals for consumption purposes and small scale businesses. Given this peculiarity of the SSA economy, it is very likely that informal institutions play a major role in influencing how financial development affects the income of the poor.
Similar story can be told of the level of poverty in the SSA countries. The percentage of the population living in households below poverty line has been relatively stagnant and high ( Figure 2 ). This is in contrast to East Asia and the Pacific where the level of poverty has been falling since 1981. SSA countries also have the largest mean distance below the poverty line as a proportion of the poverty line as shown in Figure 3 .
The above evidence shows that the incidences of poverty and inequality have been higher in African countries than other middle and low income countries. It is also seen that
African countries have lower financial depth than other regions. Given that financial development has been identified as an important factor in the reduction of poverty and inequality (Beck, Demirguc-Kunt and Levine, 2007; Jalilian and Kirkpatrick, 2005; Clarke, Xu and Zou, 2003; Quartey, 2005) , it would be insightful to ascertain the relationship between financial development, poverty and inequality in Africa. This would have important implications for policy. A significant relationship between financial development and reduction of poverty and inequality will indicate that more conscious efforts should be channelled into the development of financial markets in Africa so as to reduce poverty and inequality.
Model
In this section, we propose 2 models that capture the dynamic behaviours of (i) poverty and (ii) inequality; conditional on the level of financial development and other control variables. In light of this, we follow the papers of Beck, Demirguc-Kunt and Levine Formally, we assume that the outcome of interest for country i at a given period t depends on the initial value of the outcome plus some control variables and an error term. In a similar manner, we have an inequality growth equation of the form:
. (2) where it g z  is the log difference in the inequality measure,
is the log of initial level of inequality measure, and it x is as previously defined. The sum of the unobserved country-specific effects is given by d i while it υ gives the idiosyncratic shocks.
In line with the economic growth literature and literature on poverty, the variables that are included in the vector it x are used to control for other factors that can affect poverty and inequality growth. These control variables include the level of trade openness as measured by the sum of exports and imports as share of GDP, the growth rate of the GDP deflator over the sample period as an indicator of the rate of inflation and performance of the economy, level of initial life expectancy as a measure of initial human capital and socio-economic characteristics of the country and population growth.
Estimation Method and Data Description

Model Estimation Method
Over the last two decades, there has been immense development in the methods used to analyze panel data that are dynamic in nature. Dynamic panel model is widely applied to data on the study of growth patterns due to the limitations in the use of existing models.
The application of ordinary least squares and fixed effects models have been criticized
given that the nature of the data can result in the violation of some of the assumptions of these methods. Some of the most prominent of these issues include the introduction of lagged dependent variable into the model that captures the full history of the variables in the model and small sample size issues which can lead to inconsistent estimates.
Generalized Method of Moment (GMM) estimation of dynamic panel data models
proposed by Holtz-Eakin, Newey, and Rosen (1988) and developed by Arellano and Bond (1991) , Arellano and Bover (1995) , and Blundell and Bond (1998) is one of the models used immensely in analyzing growth data recently. The model is developed to consistently analyze and estimate data with small time periods, models with independent variables that are not strictly exogenous and also data that are possibly plagued with measurement errors. This feature makes it highly attractive to practitioners estimating models for developing countries where the data might be error prone. In this paper, we apply the Systems GMM estimator of Arellano and Bover (1995) and Blundell and Bond (1998) that assumes that first differences of the instruments are uncorrelated with the fixed effects parameters which increases the number of possible instruments that can be used in estimating the parameters of the model. The GMM estimator is such that the estimates of the parameters in our model satisfy a set of moment conditions by minimizing the quadratic distance given a weighting matrix. The optimal weighting matrix for the estimator has been shown to result in the two-step GMM estimator and is asymptotically efficient (see Hansen, 1982 and Chamberlain, 1987) . Following Monte
Carlo studies that indicate a downward bias in estimated asymptotic standard errors of the efficient two-step GMM estimator in finite sample, Windmeijer (2000) proposed a finite sample correction of the standard errors of the parameters by estimating the additional variation that leads to the bias and accounting for it in the standard error estimation. This was shown to lead to better inference of the parameter estimates. We make use of these estimation procedures to understand the relationship between financial development and poverty in Africa.
Variables and Data Description
In this study, our first outcome of interest (poverty) is evaluated by measuring poverty as the proportion of the population living on less than $1.25 a day; and the income share of the lowest (20%) quintile. Our second outcome of interest (inequality) is measured by using the growth of the Gini coefficient. In this section, we will describe these variables and the sources of the data. 
Growth of the Proportion of the
Growth of the Income Share of the Lowest (20%) Quintile:
Following other studies (Dollar and Kraay, 2002; Beck, Demirguc-Kunt and Levine, 2007) we define the poor as the poorest 20% of the population. Then the poor are households with income level less than the income of the poorest 20% of the population. The income of the poor is given as the share of income accruing to this poorest quintile of the population. Our measure of poverty is then given as the growth of income of the poorest quintile. Given that this data is not readily available for our sample period for many of the SSA countries, we follow the procedure in Dollar and Kraay (2002) . We assume a lognormal distribution for the log of per capita income with the mean as the average per capita income from household survey in 2005 PPP and variance estimated using the properties of the lognormal distribution and the Gini coefficient. 12 This assumption results in the income share of the lowest (20%) quintile to be defined as Φ(Φ -1 (0.2) -σ) (Dollar and Kraay, 2002) . Financial Development: To measure financial development, we make use of 2 variables:
Growth of Gini
private credit and M2. The first variable we have used to measure financial development is private credit which is defined as the value of credit by financial intermediaries to the private sector as a ratio of the GDP. This is a widely used proxy for financial development in the literature (Beck, Demirguc-Kunt and Levine, 2007; Jalilian and Kirkpatrick, 2005) . This variable has been found to have a more robust and positive effect on economic growth than other measures of financial development and it is also a more reliable proxy for financial development because it shows clearly the link between financial development and economic growth (Honohan, 2004) . It is a more accurate proxy of the functioning of financial development because it is a measure of the quantity and quality of investment (De Gregorio and Guidotti, 1995) .
In order to test the robustness of our results, we have used another variable, M2 as a measure of financial development. M2 is the sum of money and quasi money and is defined as the sum of currency outside banks, demand deposits other than those of the central government, and the time, savings, and foreign currency deposits of resident sectors other than the central government. While private credit could be unavailable for poor households, M2 consists of savings and currency held by all members of the public and thus captures another dimension of financial intermediation that could be missing from the private credit ratio.
12 The standard deviation of the distribution is defined as The other variables such as trade openness as measured by ratio of exports and imports in total GDP, the rate of inflation, and life expectancy rate used in our estimation are from the World Development Indicators CD-ROM 2008.
Empirical Results
Financial Development and Poverty
The empirical results of the relationship between financial development and poverty are presented in Tables Table 2 , we have the results when financial development is measured by private credit.
The results from the OLS estimation are presented in column 1 while columns 2 to 4 present the results of two-step system GMM estimates. The results from column 1 show that private credit, though negatively related to the proportion of the population living below the poverty line, is not a significant determinant of poverty reduction in African countries. This result holds irrespective of the estimation technique adopted as it is seen in column 2 that when system GMM is used instead of OLS, private credit is still insignificant in affecting poverty. This result is robust to alternative model specifications as shown in columns 3 and 4 when initial life expectancy and growth in mean income are included as additional explanatory variables. Even with the addition of more explanatory variables, financial development as proxied by private credit is still insignificant in determining poverty. This result supports the findings from Jeanneney and Kpodar (2005) that the channel through which financial development affects poverty in developing countries probably is probably not through private credit.
Following Beck, Demirguc-Kunt and Levine (2007) , we also control for the growth in mean income in order to separate the effect of financial development on poverty and growth. The results suggest that growth in mean income and subsequent economic growth is an important determinant of poverty reduction in African countries.
In the system GMM results, the initial level of headcount and level of openness show a negative coefficient for both variables. These 2 variables are significant negative in columns 2 and 3, implying that trade benefits the poor and the higher the proportion of people living below the poverty line, the higher the magnitude of the reduction in poverty headcount relative to those with low initial poverty headcount. In an unreported regression, controlling for population growth does not significantly alter our results.
We present the results for M2 as a proxy for financial development in Table 3 . The results are similar to those from Table 2 as it is seen that M2 is negatively signed in all columns. However, there is a difference because M2 is statistically significant in columns 1 to 3, although the result in column 1 is only significant at the 10% level. This shows some evidence of a link between this measure of financial development and poverty and the negative sign implies that the higher the ratio of money to GDP, the lower the growth of the proportion of the population living below $1.25 a day. However, conditioning on this variable, we do not find enough evidence that initial headcount, level of openness and inflation influence poverty.
Financial Development and Growth of Income of the Lowest Quintile:
The results for the growth of income of the lowest quintile are presented in Tables 4 and   5 . In Table 4 we have the results when private credit is the measure of financial development and it is seen that private credit though negatively signed, does not significantly affect poverty. This result confirms the findings from Table 2 that private credit does not significantly affect the poor in Africa. This result is robust to different estimation techniques and the inclusion of additional explanatory variables.
For the other variables, trade openness and inflation consistently show statistical significance in the various columns. Trade openness has a significant positive effect on growth of income of the poor while inflation has a significant negative effect on growth of income of the poor. These results are consistent with the findings of Beck, DemirgucKunt and Levine (2007) who found that openness reduces poverty while inflation is harmful to the poor. These results are robust when we control for per capita GDP growth and when we allow interaction between initial income of the lowest quintile and per capita GDP growth.
The results for when M2 is used as our measure of financial development, are presented in Table 5 . We find that M2 does not have a significant effect on growth of income of the poor. This confirms the findings from Tables 2 to 4 , that financial development has not significantly affected the poor in the selected African countries. Initial income of the lowest quintile is the only significant variable in this table.
Financial Development and Inequality
Tables 6 and 7 present the results of estimating the effects of financial development on inequality in these African countries. Table 6 presents the results when private credit is the measure of financial development while in Table 7 , M2 is the measure of financial development. We find from both Tables that irrespective of the variable used, financial development has not had a significant effect on inequality. These results are consistent with the results from Tables 2 to 5 where it was found that financial development has not significantly affected poverty. Trade and inflation continue to significantly affect inequality.
Conclusion and Policy Implications
The primary purpose of this paper was to empirically examine the impact of financial development on poverty and inequality in African countries. Two variables were used to measure financial development: the ratio of private credit to GDP and the ratio of broad money (M2) to GDP. Our results showed that both private credit and broad money do not significantly influence poverty and inequality in African countries.
Our results have important implications for policy. Firstly, it confirms the fact that many banks in Africa prefer to invest in treasury bills rather than extend credit to borrowers (Allen, Otchere and Senbet, 2010) . This has played a major role in limiting the level of private credit granted by African banks. Data from Allen, Otchere and Senbet (2010) shows that the average ratio of private credit in SSA is 17% while it ranged between 32 and 43% for other developing regions. This implies that financial development is hampered and households do not have access to credit. A contributory factor to this phenomenon is that banks prefer the relative safety of government securities to the risks and high transaction costs of lending to the private sector. Banks avoid lending to small and medium enterprises (SMEs) because of difficulty in obtaining information for risk assessment; SMEs have small loan requirements as against the high costs of loan processing; and the perception that new SMEs are more likely to fail (Aryeetey, 1998) . A possible way to correct this will be the development of credit rating agencies and better risk assessment departments in banks as this would ensure effective risk assessment of borrowers and limit the problem of moral hazard that banks are trying to avoid. Secondly, our results highlight the fact that financial liberalization has not been able to improve credit provision in Africa. While structural adjustment has led to increased demand for finance, this demand has not been met by an increase in supply by financial intermediaries. This can be seen from data quoted by Aryeetey (1998) that many SMEs identified finance as a major constraint to expansion with over 90% of firms identifying finance as a major constraint in Senegal and about 80% of firms identifying finance as a major constraint in Ghana. This highlights the credit gaps inherent in African financial systems (Aryeetey, 1998) where borrowers cannot obtain finance from informal markets either because their needs exceed the capacity of such informal markets or because they cannot find packages from informal lenders that suit them. Such borrowers can also not obtain finance from formal financial intermediaries because they cannot satisfy the stringent criteria. Measures and policies need to put in place to fill this credit gap. Such policies essentially involve forging closer links between formal and informal financial intermediaries, eliminating fragmentation in the financial markets and enhance integration and efficiency.
The low level of financial development in Africa compared with other regions also points to the fact that policies should be directed at improving financial development. Holden and Prokopenko (2001) identified a number of factors necessary for development of the financial sector. Macroeconomic stability is essential for a more developed financial sector to emerge because informational asymmetries increase if the macroeconomic environment is unstable and volatile, and this hampers development financial development. Also, there is a need for effective prudential regulation and supervision to limit the scope for excessive risk taking and foster credibility in the financial system. However, Holden and Prokopemko (2001) note that caution must be exercised in establishing rules for the behaviour of financial intermediaries so that biases are not created against rural and poor areas. Such policies that could create biases include fixed opening hours, minimum staff requirements, limitation on types of services and transactions, prevention of mobile banking. It is important that regulation is flexible and rural area friendly so that people are encouraged both to save and borrow. In line with the discussion relating to credit gap, there is a need to have specialized financial institutions which are better equipped at evaluating investment proposals of SMEs. There is a need to put in place regulations and the appropriate framework which encourage/foster the development of these institutions. Honohan and Beck (2007) advance that if the poor are to benefit from the financial system, development of Africa's financial system must focus on 2 key areas: (i) economic growth and (ii) improving access to financial services. On the first point, many studies have shown that economic growth is pro-poor and this translates to the fact that appropriate policies should be put in place to stimulate growth. This affects the poor in two ways, firstly, growth increases income and welfare of the poor; also, growth increases demand for and provision of financial services which enhance development of the financial system. A developed financial sector can then provide essential services to the poor. On the second point, if poor households and SMEs have better and improved access to financial services, consumption and investment can increase thereby improving their welfare. 
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